Abstract U.S. international equity investment is large, important, and, we will argue, misunderstood. It is misunderstood because a number of stylized facts about U.S. international equity investment-that U.S. investors chase returns, do not rebalance their international portfolios, and are at an informational disadvantage in foreign markets-were established using flows data, prior to the existence of more appropriate portfolio data. In contrast to long-standing conclusions from the flows-based literature, using portfolio-based techniques we find no evidence of returns-chasing behavior. Rather, we show that with respect to their foreign equity portfolios U.S. investors exhibit behavior consistent with partial portfolio rebalancing; they tend to sell past winners. We also show evidence inconsistent with an informational disadvantage; on average U.S. investors increase portfolio weights on a country's equity market just prior to its strong performance. A conclusion from the earlier literature was that U.S. investors chased the wrong returns and paid for it; in contrast, by our estimation U.S. investors' portfolios have outperformed value-weighted international equity benchmarks by over 150 basis points per year.
Introduction
U.S. investment in foreign equities is large, important, and, we will argue, somewhat misunderstood.
That U.S. investment in foreign equities is large is readily evident: While there has been much focus of late on how foreign central banks might reallocate their $6.4 trillion portfolio of international reserves or how sovereign wealth funds might invest their $5.3 trillion portfolio, U.S. investors' international equity portfolios total a comparable $5.2 trillion. 1 Information on reserves, from the IMF's COFER dataset, and sovereign wealth fund assets, from Truman (2008) , are as of 2007. Note that there is some double counting in these measures. The size of U.S. investors' foreign equity portfolio is from "Report on U.S. Holdings of Foreign Securities at end-December 2007", available at Were U.S. investors to venture abroad with renewed vigor, all else equal U.S. net capital inflows would decline; if net capital inflows cannot support the current account deficit, asset prices such as the dollar should adjust, possibly dramatically. Finally, theoretical international macro models that incorporate international http://www.treas.gov/tic/fpis.html.portfolio choice have recently become more prevalent Sutherland 2008, 2009; van Wincoop 2008, 2009; Hnatkovska 2009 ); as that literature progresses, it is natural to expect it to build itself around stylized facts concerning international investment. It is important to get these facts correct.
In this paper we argue that U.S. international equity investment, large and important, is also misunderstood. A wave of research in the 1990s-the seminal works are Bohn and Tesar (1996) (henceforth BT) and Brennan and Cao (1997) (henceforth BC)-established three stylized facts that hinged on the relationship between U.S. international investment and returns: U.S. investors chase returns, do not rebalance their international portfolios, and are at an informational disadvantage when they venture abroad. These stylized facts still inform the literature. For example, the theoretical models in Guidolin (2005) and Albequerque, Bauer, and Schneider (2007) are designed to explicitly incorporate returns-chasing behavior. The seminal BC and BT results have staying power among researchers because even today if one were to use similar (and updated) flows data and similar techniques, similar results would be obtained. Using such data, U.S. investors still appear to chase returns and not rebalance their international portfolios. Moreover, consistent with an informational disadvantage (among other things), flows into a country's equity market are still related to the contemporaneous returns in that market.
However, the theory in BT and BC is about portfolio adjustments, not flows. Portfolio holdings data were not available-such data did not exist in the 1990s-so both studies had to rely on data on international capital flows. But the link from changes in asset demands (i.e., portfolio adjustments) to bilateral flows is not straightforward. In particular, as BC discussed, wealth effects could confound such analysis. For example, consider a situation in which domestic investors have increased wealth and allocate some to all markets (i.e., there are positive bilateral flows to each market), but reduce the portfolio weights of some markets. If returns were high in a particular market, flows-based analysis would characterize that as returns-chasing behavior, regardless of whether the portfolio weight increased or decreased. BC tried to control for this by including a benchmark domestic returns series in empirical tests, but acknowledged that this was an imperfect fix.
We no longer have to rely on bilateral flows data for such analysis, as the cross-border portfolio holdings data best suited to address the questions raised in BT and BC are now available. The Federal Reserve now maintains monthly data on bilateral portfolio positions between the U.S. and over 40 foreign countries. Further, the finance literature has developed portfolio-based techniques that can directly address the important questions raised in BT and BC.
Thus, data and techniques better suited to address relevant questions about the evolution of international portfolios are now available.
In this study we revisit the relationship between international investment and returns using portfolio-based data and portfolio-based techniques. Our results are almost completely counter to the extant stylized facts. We do not find evidence that U.S. investors chase returns.
Rather, they appear to engage in a type of partial rebalancing by selling past winners. We do not find that U.S. investors are necessarily at an informational disadvantage. Rather, they shift into markets just prior to their strong abnormal returns. Taken together, our analysis suggests that foreign equities are a very attractive asset class for U.S. investors: On average, U.S. investors have beaten a value-weighted foreign benchmark by 160 basis points per year over the past two decades.
Our primary analysis raises at least three interesting ancillary questions. First, our use of dollar returns, appropriate because our study is of U.S. investors' portfolios, means that our results could be driven by the relationship between portfolio reallocations and either the currency or the underlying (local currency) equity component of returns. Separating dollar returns into its two components, we show that U.S. investors' reallocations are associated with past and prospective changes in the underlying equity market returns, not changes in the value of the currency. Second, the primary analysis leaves open the question of whether the fact that U.S.
investors switch into markets just prior to positive abnormal returns leads to better portfolio performance. That is, U.S. investors switch into countries that subsequently have positive abnormal returns, but that need not imply that the switch was beneficial from the perspective of the entire portfolio. In further analysis, we find no evidence that the portfolio reallocations led to improved portfolio returns. Yes, U.S. investors moved into markets that then experienced positive abnormal returns, but they did not systematically pick the best of these markets. Third, following the literature, the bulk of our analysis concerns the foreign equity portfolio. In additional analysis we examine characteristics of U.S. investors' global portfolio by including holdings of domestic equities. Results from this analysis are not inconsistent with the results for the foreign equity portfolio, although some tests lack power. In their global portfolios U.S. investors do not chase returns and do not appear to be at an informational disadvantage. The unconditional performance of U.S. investors' global portfolios is quite strong, with U.S.
investors beating a value-weighted global benchmark by 193 basis points per year over the past two decades.
The paper proceeds as follows. In the next section we discuss the seminal works and present updated flows-based results that are consistent with them. We then reexamine the existing stylized facts using portfolio-based analysis. In Section 3 we explore the relationship between U.S. portfolios and past returns. In Section 4 we directly examine whether U.S. investors are at an informational disadvantage in foreign markets. Section 5 compares the performance of U.S. investors' foreign equity portfolios with value-weighted benchmarks. In Section 6 we examine a number of interesting issues that are tangential to our primary analysis. Section 7 concludes.
The Existing Stylized Facts
The stylized facts that derive from the relationship between U.S. international investment and returns come from the seminal BC and BT papers, which were written at a time of limited data availability. BT had to be creative and test their theory of portfolio reallocations using bilateral flows data. Specifically, the authors test a portfolio rebalancing effect by examining the relationship between bilateral flows and contemporaneous foreign returns (in excess of the rest of the portfolio's returns). Portfolio rebalancing, in this setup, would come from evidence that the relationship was negative, which it was not. But rebalancing is inherently a notion that requires portfolio data, not bilateral flows. Similarly, BT also tests a returns-chasing hypothesis using bilateral flows data. BC did the same, and explicitly recognized that such empirical tests were (necessarily) flawed. Specifically, BC note that the relationship between flows and contemporaneous returns is confounded by exogenous shifts in U.S. investors' demand that could also aaffect prices (in other words, price pressure). Further, any relationship between flows and returns (contemporaneous or past) is muddled by an inability to control for wealth effects.
Both BT and BC clearly understood they were using the wrong data to get at the concepts they were interested in, but the right data did not exist.
With those caveats noted, it is useful to revisit the evidence in BT and BC.
• On Portfolio Rebalancing. In BT, the notion that U.S. investors' trades in foreign equity markets might owe to a rebalancing effect (i.e., selling winners and buying losers to limit changes in portfolio weights) was tested by estimating 22 individual regressions of bilateral flows on contemporaneous relative returns in market i (that is, returns in foreign market i in excess of returns on the entire portfolio). If the coefficient on the relative returns variable was negative, that would be construed as evidence of portfolio rebalancing, as countries with high relative returns would be sold to limit changes in portfolio weights. However, in the few times when the coefficient was significant, it was the wrong sign. BT concluded that there was no evidence of portfolio rebalancing. That said, portfolio rebalancing, as suggested in the theory in BT, is something that should be addressed using portfolio-based data, not flows.
• On Returns Chasing. To test their returns-chasing hypothesis, BT estimated 22 individual regressions of bilateral flows (scaled by the entire foreign portfolio) on expected returns (with expectations formed one month earlier), producing 10 positive and significant coefficients, with most of the 10 being in the larger markets. This was taken as evidence of returns chasing. Expected returns in BT are a function of (lagged) world return, U.S. excess dividend yield, U.S. term structure, and the foreign country's excess return and dividend yield. It is unclear how important the country's lagged return was in the BT results-they do not report the coefficients on the expected returns regressions-but through much of the paper the descriptor "expected" was dropped and many have since interpreted the BT results as being about chasing past returns (see, among many others, the discussion of BT in the Karolyi and Stulz (2004) survey). The problem with the BT returns-chasing analysis lies in the flows data; for example, using bilateral flows, one cannot rule out that these results are driven by the wealth effect that concerned Brennan and Cao. Indeed, in their only regressions that include lagged foreign returns (which are discussed but not tabulated in BC), the coefficient on lagged returns is never significant when home return is included as an imperfect control for a wealth effect.
• Table 1 , Model II). BC recognizes quite clearly that such a result could be driven by price pressure. They also try to control for a possible wealth effect by including U.S. market returns (an imperfect proxy for U.S. wealth), and when doing so only 1 of 4 coefficient is positive and significant. In sum, these results, while weak and mostly pointing in the other direction, are interpreted to be supportive of U.S. investors being at an informational disadvantage in foreign markets. BT also present correlations between flows and contemporaneous returns in a broader set of countries (but without controlling for a wealth effect): 6 or 7 (depending on the returns measure) out of 22 cases have a positive and significant coefficient.
Thus, from the two seminal papers on the relationship between U.S. investment and returns, the literature has taken three stylized facts. One, U.S. investors chase returns, although it is unclear whether these are just expected or also past returns. Two, U.S. investors do not rebalance their foreign portfolios, although that is clearly something that BT acknowledges should be examined using portfolio data. Three, U.S. investors are at an informational disadvantage in foreign markets, but the evidence on that-once BC controls for the wealth effect that they are clearly concerned about-is essentially non-existent. So what do we actually know about U.S. investment abroad?
We note that updated BT-and BC-like flows-based regressions would lead to similar conclusions. In the first column of Table 1 we update the Bohn and Tesar (1996) 22 bilateral regressions of U.S. net purchases in foreign equity market i (scaled by lagged foreign portfolio) on expected excess returns in market i (returns in excess of a one-month eurodollar rate). As in BT, excess returns are forecasted using an information set consisting of lagged values of the following: world returns, U.S. excess dividend yield, U.S. term structure, and the foreign country's excess return and dividend yield. The 22 countries in Table 1 Using updated and more recent data, one would come to the same conclusions as in the seminal paper: U.S. investors appear to chase returns. On BC-like informational (dis)advantage regressions or BT's portfolio rebalancing tests (which are essentially the same), updated data would also lead to conclusions similar to those in the seminal papers. Even though the relationship is not as tight as it once was (see Figure 1) , the correlation between bilateral flows and contemporaneous returns (ρ 0 ) is positive and significant in many countries (second column of Table 1 ). Finally, the correlation between flows and lagged returns (ρ 1 ) is also positive and significant in a number of countries (third column of Table 1 ). The seminal works have staying power in part because anyone using the same type of flows-based data and simple techniques today would come to similar conclusions (see, for example, Albequerque, Bauer, and Schneider
2009).
In summary, the stylized facts we examine were based on data that could not speak to the issues being raised. The original authors recognized that and did what we all have to do in research: make assumptions, use imperfect data, and try to work around the imperfections.
Updated samples of the same imperfect data produce results that are not dissimilar from the seminal ones. But we no longer have to rely on ill-suited flows data. All of these issues can and should be addressed using portfolio-based analysis, which we turn to next.
A Reassessment of Returns Chasing in International Portfolios
While analyses of bilateral flows and returns produce results that have been interpreted as returns-chasing behavior, a more direct way to study trading styles is to use information from portfolio reallocations. In this section, we first briefly discuss data on U.S. investors' foreign equity portfolios-data that were not available at the time of the BT and BC studies-and then investors' portfolios; armed with these weights, and assuming that within each country the market (as represented by MSCI firms) is held, we are able to compute the (unhedged) dollar returns earned by U.S. investors on their foreign equity portfolios.
Given portfolio weights and returns, we can examine the relationship between flows and past returns using portfolio-based techniques that are well-established in the finance literature (see, for example, Grinblatt, Titman, and Wermers (1995) , Eckbo and Smith (1998) , Ferson and Khang (2002) , and Badrinath and Wahal (2002) ). A momentum statistic, LM, measures the degree to which U.S. investors actively change their portfolio holdings in the direction of the last period's country-level stock returns. Specifically, define X i,t as the active change in the weight of country i in U.S. investors' foreign portfolio at time t:
where r i,,t is the return on country i equities from period t-1 to t; r p,t is the return on U.S.
investors' foreign portfolio, defined as , = ∑ , −1 , =1
; and w i,t is the weight of country i at time t in U.S. investors' portfolio. Note that if investors followed a buy-and-hold strategy X i,t would equal zero. The momentum measure, LM, is:
where N t is the number of countries held in the portfolio at time t and k is the number of periods the returns are lagged (we estimate (2) for k=1, 2, and 3). A significantly positive value of LM would constitute evidence of a momentum trading strategy. Specifically, a significant, positive LM measure would indicate that U.S. investors on average increased the weights on countries whose equities performed well (relative to the other markets) k periods ago. A significantly negative value of LM would be evidence of contrarian trading, which is consistent with a portfolio balancing effect. We estimate the momentum measure via generalized method of moments (GMM).
The main LM measure combines investors' actions when they buy with their actions when they sell. But investors may exhibit different styles when increasing and decreasing country weights, perhaps aggressively increasing the weights on past winners while not showing evidence of any specific trading style when reducing country weights. To separately analyze "buys" and "sells", we follow Grinblatt et al. (1995) and Badrinath and Wahal (2002) and jointly compute separate momentum for buys (the BM, or Buy Only, statistic) and sells (the SM, Sell
Only, statistic). Specifically, the BM statistic will indicate whether momentum trading is evident when investors increase country weights; SM applies when investors decrease country weights.
where BM (SM) is a measure of momentum when investors buy (sell) securities. To ensure that the buy and sell momentum statistics converge to zero under the null hypothesis of no momentum trading, we subtract total foreign portfolio returns from country returns.
3 Table 2 shows the LM, BM, and SM results for the 22 BT countries for the period January 1990 -December 2008. The main momentum statistic, LM, would be positive and significant if, on average, U.S. investors increased portfolio weights on countries that recently performed well and decreased the weights on countries that recently performed poorly. However, it is never positive and significant. Using flows data, one might be inclined to believe that U.S.
We jointly estimate the momentum measures for BM (3) and SM (4) via GMM.
investors chase past returns, but more appropriate portfolio-based techniques provide no such evidence. Focusing just on cases in which U.S. investors increased the portfolio weight on a particular country (the BM statistic), we again see no evidence of returns-chasing behavior. In fact, the only significant statistics in the entire table is in the SM line: Focusing just on cases in which U.S. investors decreased the portfolio weight on a particular country, we see evidence that U.S. investors sold past winners. That is, when country i equities had better-than-average returns, U.S. investors tended to reduce their portfolio weight. This evidence is, in fact, consistent with at least some portfolio rebalancing (of past winners, but not of past losers).
Next we broaden the set of countries. In Table 2 , for comparison purposes we used the For the broader sets of countries, the LM line in Table 4 shows results for the main momentum measure for various periods and country groupings. The LM measure is sometimes positive, sometimes negative, but never statistically significant. When U.S. investors venture abroad, their trading strategy can be characterized as neither momentum following nor contrarian. Using bilateral flows data, many researchers have found that foreigners chase past returns. Using more appropriate portfolio-based techniques, we do not find evidence that U.S.
investors chase returns in foreign markets.
The weight as of December 2008 of each of these countries in U.S. foreign equity portfolios, average returns over the entire January 1990 to December 2008 sample, and the dates each country's returns are available appear in Table 3 .
The BM and SM lines of Table 4 show results when we split the sample into instances in which U.S. investors increased the portfolio weight on country i (BM Buy Only) and instances when they decreased the weight on country i (SM Sell Only). We again see very little evidence of momentum trading; the coefficients on the BM statistic are usually (but not always) positive, indicating that U.S. investors moved into markets that recently performed well, but the statistic is significant in only one of nine cases. In contrast, there is strong evidence that U.S. investors can be characterized as contrarian when selling; the SM (Sell Only) coefficient is consistently negative and is significantly so in eight of nine cases. In their international equity portfolios U.S.
investors sell past winners-consistent with a partial portfolio rebalancing effect-and this behavior is apparent in both developed and emerging markets. There is one caveat to our analysis. Although the Bertaut and Tryon (2007) In the type of analysis we conduct, there is no ideal way to deal with stock swaps. That said, to make sure our results are not unduly influenced by stock swaps, which can induce one-period jumps in X i,t that are not related to trading, we re-run all momentum tests without stock swaps. Excluding stock swaps (Table 5) , the overall LM statistic remains insignificant, indicating that characterizing U.S. investors as returns chasing is not appropriate.
In these samples BM is positive and significant in only 3 out of 9 cases. In 7 of 9 cases, the SM statistic is negative and significant. Thus, excluding stock swaps, the strongest evidence suggests that U.S. investors sell past winners. Such a strategy should not be characterized as returns chasing or momentum-based, and is consistent with at least partial rebalancing.
A Reassessment of the Informational Disadvantage of U.S. Investors Abroad
Brennan and Cao developed a model in which if foreigners were at an informational disadvantage their purchases would be positively related to contemporaneous returns. But their model is fundamentally one about portfolio allocations, not bilateral flows, so one must assume that their linking of their theory to flows owed to data limitations. Moreover, as they note, their study of flows and contemporaneous returns cannot rule out demand shocks (rather than informational asymmetries) driving the relationship, nor can it adequately control for a wealth effect.
The BC notion that foreigners might be at an informational disadvantage is better tested using techniques from the finance literature that can ascertain whether U.S. investors move into (or out of) markets before returns are higher (or lower) than anticipated from using publicly available information. If they move out of markets just prior to abnormally strong returns, that would seem to be consistent with being at an informational disadvantage. Moreover, portfoliobased techniques are not subject to the caveats BC struggled with.
To conduct this analysis, we use a portfolio-based measure originally proposed by Titman (1989, 1993) , the conditional weight-based measure (CWM). The CWM is based on an estimate of the sum of the covariances between changes in portfolio weights and future abnormal returns. Grinblatt and Titman constructed CWM for constant expected returns, while Eckbo and Smith (1998) and Ferson and Khang (2002) extended the framework to allow for time-varying expected returns. Under time-varying expected returns, a risk-averse investor with non-increasing absolute risk aversion would move into (out of) the market when private information indicates a positive (negative) abnormal return relative to that predicted using public information. In our context, evidence of trading expertise would be a positive estimate of the sum of the conditional covariances between changes in portfolio weight and future abnormal returns.
To implement the CWM, first define the estimate of the sum of the conditional covariances as
where , is the benchmark weight of country i at time t. Our benchmark is a buy-and-hold weight of lag k defined as
We estimate the conditional portfolio weight-based measure via GMM:
Equation (7) is an N vector of errors from estimating a linear function of future excess returns on information variables when N is the maximum value of N t for the full sample. Z t , a subset of , are public information variables. We use three variables to proxy for public information: (1) lagged changes in the short-term interest rate (U.S. Treasury three-month yield), (2) lagged changes in term structure spread (U.S. Treasury 10-year yield minus U.S. Treasury 3-month yield), and (3) lagged world excess returns. 7 The date at which each country enters our U.S.
portfolio evaluation is given in Table 3 . Each error in equation (7) has an interpretation of an abnormal return. Equation (8) is the error from estimating an average of the conditional covariances between changes in portfolio weights and future abnormal returns. φ p is the average of conditional weight measure across the full sample. We set up the following system of moment
The vector of sample moment conditions g is a NL+L vector, where L is the number of information variables, and the parameters are N vectors of L by 1 (b i ) and the scalar φ p .
The starting date in our large panel of international data varies by country. MSCI total returns data are available for the full sample for most countries in our study, but start only in the 7 These information variables have been found to have robust predictive power for aggregate country-level expected returns (Harvey, 1991; Ferson and Harvey, 1993; and Bekaert and Harvey, 1997) . We also experimented with lagged local excess returns, but found that including this variable does not change our results. We do not use the local or global dividend yield. Ferson, Sarkisssian, and Simin (2003) illustrate that returns prediction regressions with persistent variables such as the dividend yield tend to over-reject the null hypothesis of no predictability. Moreover, Campbell and Yogo (2006) , who account for this bias in a study of the U.S. market, and Ang and Bekaert (2007) and Bekaert, Harvey, and Lundblad (2007) , who use Monte Carlo simulations for a range of emerging and developed markets, find no predictive power for the dividend yield.
1990s for some emerging markets. We could estimate the model starting from the date at which we have all country returns data. Instead, we exploit all available information by using the whole sample and including an indicator variable to control for missing values. Following Bansal and
Dahlquist (2000), we define I i,t as an indicator variable denoting data availability for a country i at time t, as
The key assumption is that I i,t is independent of the error terms from equations (7) and (8), which implies that data are missing randomly. This assumption would be violated if, for example, missing data were all in periods with abnormally high excess returns, which is not likely the case. The indicator variable will in effect fill in missing values with zeros. We modify the error term in equation (7) by multiplying it with this indicator variable, which in turn will affect equation (8) through the modified error term. Our augmented set of moments conditions are
Tables 6 and 7 show estimates of the average conditional portfolio weight measure, φ p , estimated from the system of equations (7) and (8) against one-, two-, and three-month benchmark buy and-hold strategies (k=1, 2, 3, respectively). The CWM statistic is usually positive and significant for k=1, 2, and 3 for all countries and for developed markets. That is, U.S. investors realize positive excess returns over a strategy that prohibits trading within their foreign portfolios for one, two or three months yields. For emerging markets, the CWM statistic is also positive and is just as large in magnitude, but only for k=2 is it statistically significant.
The positive and significant estimate of the sum of the conditional covariances between changes in portfolio weights (for all countries and developed markets) and future abnormal returns can be interpreted as evidence of trading expertise from private information. Overall, the main conclusion from the CWM analysis is that U.S. investors switch into markets-except for
emerging markets, when we analyze them separately-prior to strong returns. This is in direct contrast to the BC conclusion that a positive relationship between flows and contemporaneous returns supported the notion that U.S. investors were at an informational disadvantage. Using more appropriate techniques, they actually appear to have an informational advantage.
Unconditional Portfolio Performance
In the theoretical model of BC, an informational disadvantage results in returns-chasing behavior, which Choe, Kho, and Stulz (2005) argue leads to poor portfolio performance. BT concluded that U.S. investors chased the wrong returns and suffered substandard returns for their efforts. Using portfolio-based measures we do not find evidence of returns-chasing behavior, and even find evidence that U.S. investors switch into markets prior to strong returns. This raises an obvious question: Exactly how well have U.S. investors' foreign equity portfolios performed over the past two decades?
The answer is, Pretty well. Figure 2 shows that in almost every year in the past two decades U.S. investors' foreign portfolio beat a value-weighted benchmark, constructed using MSCI market capitalization weights for the 43 countries in our sample. Of course, strong average performance could be associated with greater volatility, so in Table 8 we compare for U.S.
investors' and the value-weighted benchmark portfolios the mean and standard deviation of monthly excess returns, as well as a Sharpe ratio. Compared to the value-weighted foreign portfolio, U.S. investors' foreign equity portfolio earned higher returns (0.21 percent monthly excess returns vs. 0.08 for the value-weighted portfolio) with less volatility (4.7 vs. 4.9) for a significantly higher Sharpe ratio. Relative performance within the set of developed countries is similar, with U.S. investors' portfolios earning higher returns with less volatility, producing a significantly greater Sharpe ratio (4.1 vs. 1.3). In emerging markets, U.S. investors earned higher returns (0.82 percent per month vs. 0.71 percent) but with slightly higher volatility (7.5 vs. 7.2).
The performance of U.S. investors' international equity portfolios has been quite good.
Additional Analysis
In this section we address a number of interesting but ancillary issues concerning whether currency returns or underlying equity returns are behind our main results, whether U.S. investors switched into the "right" portfolios, and the nature of U.S. investors' global (i.e., including U.S.) equity portfolios. None of these is central to our main analysis; each increases our understanding of the nature of the relationship between U.S. international equity investment and past and prospective returns.
What is behind the results: currency or underlying equity returns?
Our analysis in this paper used dollar returns, appropriate because our analysis is from the perspective of a U.S.-based investor. Dollar returns are, however, comprised of two parts:
returns on the currency and returns on the underlying local-currency equity market. A natural question is which of these components (or both, or just the combination of the two) is behind our results.
To address this, we analyze the relationship between portfolio reallocations and past and prospective returns, with returns being not total dollar returns but rather currency returns and, alternatively, returns on the underlying equity market ( Table 9 ). The analysis shows that underlying equity market returns are clearly behind our results. For both the momentum (Panel A) and CWM (Panel B) analysis, the relationship between reallocations and past and prospective currency returns is insignificant. In contrast, the momentum results from Section 3 show up quite clearly with the underlying equity returns; there is little if any evidence that U.S. investors chase the underlying equity returns, and ample evidence that they sell equity markets that recently performed well (i.e., there are negative and significant SM coefficients). Moreover, the CWM results from Section 4 also appear to be related to the underlying equity returns, rather than currency returns; U.S. investors switch into markets that subsequently perform well (in local currency terms), but there is no evidence that within their foreign equity portfolios U.S. investors exhibit any skill in identifying which currencies will perform well. 
Did U.S. investors switch into the right portfolios?
The CWM statistic is widely used to ascertain the extent to which investors successfully use private information when reallocating their portfolios. But the CWM statistic is not directly related to performance. A portfolio could evolve in a way that produces a positive and significant CWM statistic but does not actually produce higher returns. In other words, the CWM is positive if the investor switched into country x just before country x had higher than expected returns (specifically, positive abnormal returns), but if country y had even higher returns the switch into x need not have improved portfolio performance. Our results in Section 4 focused on the relationship between portfolio reallocations and abnormal returns.
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We can use LM-like analysis to examine whether reallocations actually led to higher portfolio returns. Consider a measure, which we refer to as timing or TM, that captures the degree to which U.S. investors correctly anticipate future returns within the context of their entire foreign equity portfolio, rather than just at the country-level. The construction of TM is similar to the LM measure, but is forward looking:
where X i,t is the active portfolio shift defined in (1); r bhp,t+k is the return that would have been realized at time t+k on the buy-and-hold portfolio (specifically, U.S. investors' foreign portfolio had there not been an active shift at time t); and k is the number of periods ahead the shift is evaluated (we estimate (12) for k=1, 2, and 3). A significantly positive value of TM would indicate that U.S. investors on average increased the weights on countries whose equities were set to outperform other markets k periods in the future. We estimate the measure via generalized method of moments (GMM).
As was the case with the momentum measure, the main TM measure combines investors' actions when they buy with their actions when they sell. We also jointly compute separate timing measures for buys (BTM) and sells (STM). Specifically, the BTM statistic will indicate whether returns are correctly anticipated when investors increase country weights; STM applies when investors decrease country weights.
where BTM (STM) is a measure of correct anticipation when investors buy (sell) securities. We estimate all these measures via GMM.
The TM line in Table 10 (Panel A) shows results for the main timing measure for the three country groupings. The TM measure is sometimes positive, sometimes negative, but never statistically significant. When U.S. investors reallocate within their foreign equity portfolios, there is no evidence that their reallocations improved portfolio performance.
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10 This is consistent with Curcuru, Dvorak, and Warnock (2009) , who find that U.S. investors show no evidence timing ability when they shift their portfolio between foreign debt and foreign equity.
The results that focus on instances in which U.S. investors increased the portfolio weight on country i (BTM Buy Only) and instances when they decreased the weight on country i (STM Sell Only) are a little more interesting. All but one of the coefficients on the BTM statistic are negative (though none is significant), indicating that U.S. investors moved into markets that are set to underperform (although not in a statistically significant sense). The STM (Sell Only) coefficients tell a different story; the STM coefficient is consistently positive (though not significant), indicating that U.S. investors moved out of markets that are set to underperform. Taken together, these results suggest that U.S. investors are not particularly skilled when choosing to reallocate within their foreign equity portfolios. Removing the stock swaps (Panel B) does not change this conclusion.
The evidence in Table 10 , when combined with the CWM analysis of Tables 6 and 7, indicates that while U.S. investors systematically switch into markets that are about to experience high abnormal returns (or higher than their average returns), there is no evidence that these portfolio reallocations actually improve the performance of their foreign equity portfolios.
The global equity portfolio
In this paper we have, following the literature, focused on U.S. investors' foreign portfolio. That analysis can be viewed as assessing whether, within their foreign portfolios, U.S.
investors chase returns and are at an informational disadvantage. But the foreign component itself is not stagnant. In fact, as Figure 3 shows, the foreign component of U.S. investors' equity portfolio has been increasing sharply.
In this section we bring in data on U.S. investors' domestic portfolio to examine attributes of the total global equity portfolio. Kong, Indonesia, India, Korea, Malaysia, Pakistan, Philippines, Singapore, Thailand, Taiwan).
We caution that with only nine groups our tests suffer from a loss of power, so the results in this section should be taken only as indicative. In fact, we do not find significant results in our momentum tests (Table 11 Panel A). That said, the signs of the results are in line with our previous analysis. There is no evidence of momentum trading, and the SM statistic is negative.
For the CWM test, we again find evidence that US investors moved into regions just prior to strong returns (Table 11 Panel B) . However, when we exclude stock swaps (not shown), while the sign on the CWM statistic is still positive, it is no longer significant. Finally, the unconditional portfolio performance is quite strong (Table 11 Panel Overall, the results in Table 11 suggest that as within their foreign portfolios, in their global portfolios U.S. investors do not chase returns and do not appear to be at an informational disadvantage. In fact, both the conditional and unconditional performance of their global portfolios are quite strong.
Conclusion
Many of the stylized facts of U.S. investment abroad came out of an era when appropriate data were not available. Theory had progressed enough so that researchers knew what relationships should be examined, but the data just did not exist. In particular, many of the seminal results relied on bilateral capital flows data, when the theories called for data on changes in portfolios. Two limitations of flows-based analysis, highlighted by Brennan and Cao (1997) , are that it can be confounded by wealth effects and price pressure. Portfolio-based techniques square with the theories and are not subject to these limitations.
Using portfolio-based techniques, we find evidence that contradicts some long-standing stylized facts. U.S. investors do not chase past returns, nor do they refrain from rebalancing their international portfolios. Rather, they sell past winners, a form of partial rebalancing. U.S.
investors do not appear to be at an informational disadvantage when they venture abroad. Rather, consistent with having superior information, there is a positive relationship between portfolio reallocations and future returns-U.S. investors increase portfolio weights on a country's equity market just prior to its strong performance. Further analysis indicates that the relationship between reallocations and returns of the underlying equity markets, rather than the currency returns, are behind our results.
Our results indicate that U.S. investors beat the value-weighted foreign benchmark by an average of 162 basis points, and a global benchmark by 193 basis points, per year from 1990-2008. It is reasonable to ask whether the trading styles we have documented in this paper are the root cause for this superior performance. In our opinion, the answer is No. While U.S. investors shifted into countries' equity markets that were about to experience high abnormal returns, doing so did not significantly improve the portfolio performance.
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11 Our evidence here is not inconsistent with the evidence in Warnock (2008, 2009) . Note that Curcuru, Dvorak, and Warnock (2009) find that within their U.S. portfolios foreigners' trading between U.S. stocks and U.S. bonds degrades their portfolio performance by about 65 basis points a year, but that for U.S. investors timing between foreign bonds and foreign stocks does not improve or denigrate portfolio returns.
That is, they shifted into markets at the right time, but not into the best portfolio at the right time. An equally likely factor behind the strong performance we document is country weights that differ materially and persistently from MSCI weights.
While our focus was on international investment in equities, we note that U.S. investors also hold other types of foreign assets. For example, U.S. investors' foreign bond portfolios totaled $2 trillion (as of end-2007), three-quarters of which is in dollar-denominated bonds.
Moreover, cross-border bank-based borrowing and lending may be substantial. Future work might explore the nature of these types of investments.
Table 1 Simple Analysis of the Relationship between Flows and Returns
The table presents, for the period January 1990 to December 2008, results from simple analysis of the relationship between flows and expected, contemporaneous, and lagged returns. For expected returns, it presents the b 1 coefficients from 22 bilateral regressions of the form:
where NP i,t is U.S. net purchases of country i equities, W t-1 is the lagged foreign portfolio, and −1 � , � is the expected returns (in excess of a one-month T-bill rate) in market i forecasted using lagged information variables (world return, U.S. excess dividend yield, U.S. term structure, and country i's excess return and dividend yield). Countries and information variables are identical to those in Bohn and Tesar (1996) . The second and third columns present the simple correlation between net purchases and contemporaneous returns (ρ 0 ) and lagged returns (ρ 1 ). ** and * denote statistical significance at the 5 and 10 percent levels, respectively. (2)). The BM statistic is a measure of momentum based on the positive portfolio weight deviations from a passive buy-and-hold strategy (equation (3)). The SM statistic is a measure of momentum based on the negative portfolio weight deviations from a passive buyand-hold strategy (equation (4)). Lag 1, Lag 2, and Lag 3 correspond to the measure of momentum based on returns lagged 1, 2, and 3 months, respectively. Newey and West (1987) standard errors are in parentheses. * Statistically significant at the 5 percent level. 
Table 4 The Relationship between Reallocations and Past Returns
The LM statistic is a measure of momentum based on deviations of portfolio weights from a passive buy-and-hold strategy (equation (2)). The BM statistic is a measure of momentum based on the positive portfolio weight deviations from a passive buy-and-hold strategy (equation (3)). The SM statistic is a measure of momentum based on the negative portfolio weight deviations from a passive buy-and-hold strategy (equation (4)). Lag 1, Lag 2, and Lag 3 correspond to the measure of momentum based on returns lagged 1, 2, and 3 months, respectively. Newey and West (1987) Table 4 except that stock swaps are removed from the portfolio weights. Because there were no stock swaps involving firms from an emerging market, emerging market results are identical to that in Table 4 . Lag 1, Lag 2, and Lag 3 correspond to the measure of momentum based on returns lagged 1, 2, and 3 months, respectively. Newey and West (1987) 
− , ) , +1 − φ where r i,t+1 is the vector of portfolio excess returns in month t+1 , b i is the matrix of coefficients from regressing r i,t+1 on the instruments, Z t (including a constant), and the parameter φ p is the average conditional covariance. Newey and West (1987) Table 6 except that stock swaps are removed. Because there were no stock swaps involving firms from an emerging market, emerging market results are identical to that in Table 6 . Reported are GMM estimates of φ p . Newey and West (1987) Tables 4 and 6 , respectively. In each panel, in the second and third blocks currency or equity market returns are used, rather than total (dollar) returns. Newey and West (1987) The TM statistic measures timing based on deviations of portfolio weights from a passive buy-and-hold strategy (equation (14)). The BTM statistic is a measure of timing based on the positive portfolio weight deviations from a passive buy-and-hold strategy (equation (15)). The STM statistic is a measure of timing based on the negative portfolio weight deviations from a passive buy-and-hold strategy (equation (16)). F1, F2, F3 correspond to the measure of timing based on returns 1, 2, and 3 months forward, respectively. Panel B excludes stock swaps. Newey and West (1987) Table 6 ; Panel C is identical to Table 8; see each table for 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 Portfolio Returns (excess returns, in percentage points)
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Figure 3 Foreign Share of U.S. Equity Holdings
This figure depicts the foreign share of U.S. equity holdings. U.S. holdings of foreign equities and foreign holdings of U.S. equities are from the Bertaut and Tryon (2007) dataset. U.S. holdings of U.S. equities are (total U.S. equity market capitalization -foreign holdings of U.S. equities).
